ABSTRACT
INTRODUCTION
primary objective of financial reporting is to provide relevant and reliable information to interested third parties (Financial Accounting Standards Board [1978] ). Financial reports are a means that managers use to communicate operating results and financial conditions of the firm to interested parties external to the firm. Users can then utilize this information to evaluate the performance and financial condition of the firm for investment decisions, fiduciary purposes, or other uses. However, not all firms reporting the same operating results and/or financial conditions have the same or similar market values. Other factors are likely to lead market values to differ among firms with similar operating results and financial conditions. Prior research suggests that accounting measurement rules and economic attributes play important roles in firm valuation using financial accounting numbers (Anthony and Ramesh [1992] , Ahmed, Morton, and Schaefer [2000] , and Penman and Zhang [2002] ). Feltham and Ohlson [1995] propose a theoretical firm valuation model suggesting that accounting conservatism plays important roles in firm valuations. In its conceptual framework, the Financial Accounting Standards Board [1980] identifies conservatism as one of the constraints on information usefulness. Few empirical studies (Stober [1996] , Basu [1997] , and Ahmed et al. [2000] ) have investigated the effect of accounting conservatism on firm valuation. However, each of these studies investigated only limited aspects of accounting conservatism and focus only on a simple relationship between accounting conservatism and firm value. Other factors may affect firm values. The current economic attributes of a firm are likely to have an impact on the firm's choice of accounting measurement rules, and consequently its level of conservatism in its financial reports. For example, in the oil and gas industry, firms that use the Full Cost approach for exploration costs have been categorized as smaller, more highly leveraged, and younger than firms that use the Successful Efforts approach (Lilien and Pastena [1982] ). Since prior studies on accounting conservatism have not considered other factors that may affect firm values, the role that accounting conservatism plays in firm valuations is yet to be established. Therefore, further investigation is necessary on the effect of accounting conservatism on firm values, given differences in economic attributes.
Using the Feltham and Ohlson [1995] 's valuation model (henceforth, FO model), this study examines (1) the effects of life-cycle stages on firm valuations and (2) the joint effects of accounting conservatism and life-cycle stages on firm valuations. Based on prior studies and the FO model, this study expects that the pricing multiples of the value components of the FO model will be different in different life-cycle stages and accounting conservatism will have a joint effect with the life-cycle stage on the value-relevance of accounting information. This study uses a pooled crosssectional time-series regression model to test the hypotheses. For the measure of firms' choices of accounting measurement rules, this study uses the conservatism estimate generated using the FO model. Life-cycle stages as defined by Black [1998] are used as a surrogate for firms' economic attributes. Sample firms are classified into two conservatism groups (CONSERVATIVE and AGGRESSIVE) and three life-cycle stages (GROWTH, MATURE and DECLINE). The results of this study show that the equity market processes accounting information differently for firms at different life-cycle stages. Furthermore, the choice of conservative accounting measurements in reporting financial results affects the relationship between life-cycle stages and firm values.
ACCOUNTING CONSERVATISM AND CORPORATE LIFE-CYCLE
A conservative accounting practice is likely to create "hidden reserves" and, in turn, generate higher expected future firm values in the long run (Penman and Zhang [2002] ). Therefore, it is expected that companies applying conservative accounting practices will be valued higher by investors than companies following less conservative accounting practices. Stober [1996] and Ahmed et al. [2000] , using FO valuation model, find that investors attach larger weights to abnormal earnings and net operating assets of firms following conservative accounting practices than those following less conservative practices. In addition, Ahmed et al. [2000] find that there are significant associations between proxies for conservative accounting procedures and the earnings persistence and conservatism multiples in the FO valuation model. 1 Abarbanell and Bushee [1998] , and Lev and Thiagarajan [1993] use the inventory costing method (LIFO or FIFO) as a proxy for the quality of accounting numbers in testing the informativeness of fundamental signals. They find that the choice of conservative accounting measurements in reporting financial results affects the market revisions on the firm's future earnings. In their firm valuation model, Feltham and Ohlson [1995] view accounting conservatism as a market expectation that the reported value of net assets of a firm will be less than the true economic value of the firm's net assets. 2 In the context of Feltham and Ohlson [1995] 's valuation model, this paper defines accounting conservatism as the extent to which net operating assets are persistently understated relative to their economic values.
Since firms at different life-cycle stages have different economic characteristics, life-cycle stage has been used by financial analysts and academic researchers to describe economic attributes of a firm. The literature on lifecycle suggests that (1) life-cycle stages can explain differences in underlying economics of value-relevant attributes such as production function and investment opportunity set, (2) firms at different life-cycle stages need to manage business differently to be successful, and (3) awareness of a firm's specific life-cycle stage can gain understanding of where the firm has been and where the firm is going. These understanding can, in turn, help investors to obtain better evaluations of the firm (Lee and Nakicenovic [1988] , Anthony and Ramesh [1992] , and Black [1998] ). 3 Prior research provides evidences that informativeness of accounting measures differ at different stages of a firm's life cycle. Rao [1989] finds that the informativeness of unexpected earnings changes as a function of firm age. Anthony and Ramesh [1992] find firms at an early life-cycle stage (or growth stage) have a higher stock price reaction to unexpected positive sales growth and capital expenditure than firms at a later life-cycle stage (or decline stage). Gaver and Gaver [1993] point out that variation in the investment opportunity set leads to different corporate financing, dividend, and compensation policies. They found that growth firms use lower leverage, pay lower dividend, and use more stockbased incentive compensation than firms at other life-cycle stages. Amir and Lev [1996] show that financial accounting data are not informative about the future performance of early stage growth firms in the telecommunications industry. Black [1998] find the incremental information content of earnings and cash flows varies with life-cycle stages. However, lacking a model that offers a directional relation between accounting measures and life-cycle stage, prior research has tested the accounting implications of life-cycle intuitively.
Several analytical and empirical studies have examined the relationship between firms' economic attributes and accounting procedure choices. Watts and Zimmerman [1986, 1990] focus on earnings management and suggest that a firm's debt level affects manager's accounting procedure choices. Skinner [1993] provides evidence on the relation between firms' investment opportunities and accounting procedure choices. However, these studies find only limited evidences on the direct relationship between firms' economic attributes and accounting procedure choices because they argue that accounting procedure choices is directly attributable to debt levels and/or compensation contracts and firms' economic attributes affect accounting procedure choices only indirectly through debt levels and/or compensation contracts. This study examines the roles of operating earnings and net operating assets on equity valuation in the context of FO valuation model and investigates the implication of corporate life-cycle in a firm's market valuation. In addition, if investors perceive high inherent uncertainty about a firm's future cash flows for firms at an early growth stage or a late decline stage, then conservative accounting practices, which are presumed to minimize the subjective intervention of managers to measure accounting numbers, increase credibility of accounting data to investors.
HYOPTHESIS DEVEMLOPMENT
Accounting data can affect a firm's strategic decisions. Strategic decisions guide business activities (i.e., financial and operating activities) that change firm values. Studies on life-cycle show that the effectiveness of business activities in creating firm value varies with the life-cycle stage of the firm. Firms at different life-cycle stages often have different economic characteristics and firms at the same life-cycle stage often share similar economic characteristics (Anthony and Ramesh [1992] , and Black [1998] ). Both business activities of a firm and its economic characteristics, as represented by life-cycle stages, are important explanatory variables on the operating results reflected in financial statements, and the perceived future abnormal operating earning streams that determine firm value.
In addition to having an important role in equity valuation, accounting variables also convey information guiding strategic decisions and determining business activities. Both strategic decision and business activities underlie the creation of firm value. 4 Even if two firms report the same accounting values, market reactions to their accounting measures can differ because of the differences in their economic attributes. Thus, it is important for a valuation model that considers the effect of firms' behavior in choosing business activities to incorporate these firms' economic characteristics. For instance, a firm at a growth stage may choose to expand even if the firm is not profitable, and another firm at a declining stage may choose to discontinue its operation even though the firm is making a handsome profit. In this setting, it is assumed that (1) both accounting variables and economic characteristics as represented by life-cycle are important determinants of a firm's strategic decisions and (2) investors value the expected future abnormal operating earnings to be produced from business activities. 5 If the accounting system uses historical cost, a firm at a growth life-cycle stage should, on average, earn more than its cost of capital. Because a firm's investment projects have positive expected net present values (NPV) and the firm enjoys mark-up of its operating assets and equity, the firm will command positive abnormal operating earnings. Investors would place a positive weight on operating assets in evaluating firm values if they perceive the firm to be at a growth stage. According to the FO valuation model, the pricing multiples on operating earnings and net operating assets change as a firm proceeds through its life-cycle stages over time. Given that equity valuations relating to lifecycle stage, this paper hypothesizes that both operating earnings and net operating assets will have higher pricing multiples for firms at a growth stage than firms at other life-cycle stages. Based on the FO model, this paper tests the following hypothesis:
H1:
Investors place higher multiples on both abnormal operating earnings and operating assets for firms at growth stage than firms at mature or declining stage.
This paper defines accounting conservatism as an accounting practice, applied consistently over time, that keeps the book value of net operating assets low. 6 The practice needs to be consistently applied over periods to distinguish it from temporary manipulations of accounting principles or accounting estimates to manage the reported earning. Examples of temporary manipulations of accounting are underestimations of valuation reserve for deferred tax assets or doubtful accounts to inflate earnings temporarily and overestimations of restructuring charges to reduce earnings temporarily. 7 In the FO valuation framework, growth in investment is irrelevant if and only if the accounting is unbiased. 8 Therefore, given a conservative accounting policy consistently applied over time, the market value of a firm's equity hinges on expected growth in investment in conjunction with other value-relevant accounting components. Conservative accounting implies that a firm has "hidden reserves" for future profits and hence the firm is likely to be rewarded for high growth in its net operating assets. 9 Penman and Zhang [1999] demonstrate the interaction between conservative accounting and growth in investment with the cases of following accounting practices. Increases in LIFO reserve (layer) raise hidden reserves, and declines in the LIFO reserve (i.e., LIFO dipping) reduce hidden reserves. Similar results can be found in other accounting practices. Accelerated depreciation has no effect on net operating assets and earnings if there is no growth in fixed assets investment, but it reduces net operating assets and earnings (and creates hidden reserves) if investment in the fixed assets increases, ceteris paribus. If investments in the fixed assets decline, accelerated depreciation creates earnings through the liquidation of hidden reserves. Immediate expensing of R&D expenditures and advertising are conservative accounting practices. However, they have no effect on earnings relative to capitalizing and amortizing of the expenditures if these expenditures are not growing. In contrast, changes in R&D or advertising investments with immediate expensing create hidden reserves.
In summary, conservative accounting practices applied consistently over time reduce contemporaneous earnings for firms with increases in investments. However, the market would likely assign high weights to the reduced earnings because of the increased hidden reserves that have potentials for higher future earnings from the reserves. On the other hand, a firm following conservative accounting can increase current earnings by reducing investments (or the rate of growth in investments), which makes the current earnings a poor indicator of future earnings. The market would likely assign low weights to the temporarily increasing earnings because of the decreased hidden reserves. To the extent that the joint effect of accounting policy and investment activity on hidden reserve or earnings is correctly interpreted by investors in pricing a firm's equity, the expected growth in operating assets along with accounting conservatism provides relevant information about the expected future value of the firm. 10 Given the abundance of information, including both accounting and non-accounting information, investors have information to evaluate the effects of accounting conservatism on net operating assets, estimate the expected growth in investments, and assess joint effects of accounting conservatism and growth on the firms' expected abnormal operating earnings. 11 Therefore, this leads to the following hypotheses:
H2a:
A growth firm perceived as following conservative accounting practices by investors has a higher multiple on its abnormal operating earnings and/or operating assets than that of a growth firm perceived as following aggressive accounting practices.
H2b:
Mature firms with differences in accounting practices have similar multiples on their abnormal operating earnings and/or operating assets.
H2c:
A declining firm perceived as following conservative accounting practices by investors has a lower multiple on its abnormal operating earnings and/or operating assets than that of a declining firm perceived as following aggressive accounting practices.
EMPIRICAL MODEL
This study uses a pooled cross-sectional and time-series regression model to test the hypotheses. For the measure of firms' choices of accounting measurement rules, this study uses the conservatism estimate generated using the FO model. Life-cycle stages as defined by Black [1998] are used as a surrogate for firms' economic attributes. This paper uses the following FO models to test the hypotheses:
where g it = unrecorded goodwill per share (i.e., Equation (1) suggests that the expected future abnormal earnings are affected by both current abnormal earnings and operating assets. The weight on net operating assets (w 2 ) represents the effect of conservatism on the expected future abnormal earnings. Firms using conservative accounting are likely to systematically understate their current operating assets. As a result, a firm following conservative accounting choices might have an economic potential to produce large abnormal earnings (relative to its stated net operating assets) in the future. The coefficients of two explanatory variables in equation (2) , ox a it and oa it , indicate the persistence of abnormal earnings and the conservatism of operating assets respectively (Feltham and Ohlson [1995] ). The effect of accounting conservatism on firm values is tested using equation (2) .
Based on life-cycle stage indicators used in Anthony and Ramesh [1992] , and Black [1998] , this paper classifies sample firm-year into GROWTH, MATURE and DECLINE life-cycle stages. 12 The life-cycle stage indicators are capital expenditures, dividend payout ratio, sales growth percentage, and firm age. Each firm-specific indicator is calculated each year for each of the sample firms. The firm-specific indicator for each firm-year is compared with the industry quintiles of indicator for the same year to assign a score of 1 to 5 for each of the firmyear. 13 Each firm-year is classified into a life-cycle stage based on a composite score obtained by summing the individual indicator scores. Testing of the second hypothesis is performed using the pooled cross-sectional and timeseries regression with intercept and slope dummy variables for different life-cycle stages with the following regression equation:
where D m = dummy variable which is 1 for mature firm-year and 0 otherwise, and D d = dummy variable which is 1 for decline firm-year and 0 otherwise.
Consistent with the first research hypothesis, the predictions in alternative form are as follows:
H1:
 1 < 0;  1 < 0, and/or  2 < 0;  2 < 0
To examine the joint effects of conservatism and life-cycle stage on the market reaction to valuation multiples, all firm-years in each life-cycle stage is divided into "CONSERVATIVE" and "AGGRESSIVE" strata by calculating the firm-specific average estimates of conservatism from the equation (1) . To test the joint effects of accounting conservatism and life-cycle stage on firm valuation (hypotheses H3a, H3b, andH3c), this paper tests the following regression equation for each life-cycle stage group:
where l = g for GROWTH firms, m for MATURE firms and d for DECLINE firms, and D k = dummy variable which is 1 for AGGRESSIVE firms and 0 otherwise.
The pooled cross-sectional and time-series regression model is formulated as above in order to permit the intercept and coefficients to vary across the different level of accounting conservatism.
The figure 1 shows the partitioning scheme for the second hypothesis. In equation (5) and figure 1,  0l ,  1l and  2l (where l = g for GROWTH firms, m for MATURE firms and d for DECLINE firms) represent the intercept, persistence coefficient, and conservatism coefficient, respectively, for CONSERVATIVE firms. For the AGGRESSIVE firms, the intercept, the persistence, and conservatism coefficients are  0l +  0l ,  1l +  1l and  2l +  2l , respectively. Hence,  0l ,  1l and  2l represent the differences in the intercepts and coefficients between CONSERVATIVE firms and AGGRESSIVE firms. Consistent with the second research hypothesis, the predictions in alternative form are as follows:
H2a:
 1g < 0 and/or  2g < 0.
H2b:  1m = 0 and/or  2m = 0.
H2c:
 1d > 0 and/or  2d > 0. 
where l = g for GROWTH firms, m for MATURE firms and d for DECLINE firms, and D k = dummy variable which is 1 for AGGRESSIVE firms and 0 otherwise
MEASUREMENT DESCRIPTORS
This study measures the firm-specific level of accounting conservatism by calculating the firm-specific average estimates of conservatism from the equation (1) over a four-year period preceding the event year.
14 FO [1995] define that a firm's accounting of operating assets to be conservative if the conservatism coefficient is a positive, unbiased if zero, and aggressive if negative. To examine the effect of conservatism on the market reaction to valuation multiples, the sample is divided into CONSERVATIVE" and "AGGRESSIVE" strata. This study examines the relative conservatism to the industry median conservatism, which investors are assumed to do when they make investment decisions. The firm-specific average estimate of conservatism is compared with the industry median estimate, which is calculated from the equation (1) using all the firms with the same two-digit SIC code as the target firm. If the firm-specific conservatism coefficient is greater than the industry median coefficient, then the sample firm is categorized as "CONSERVATIVE," otherwise "AGGRESSIVE." 15 To test the hypothesized relationships, sample firm-years are selected from the either COMPUSTAT PC Plus Active or Research data sets during 1982 through 1993 and classified into two conservatism groups (CONSERVATIVE and AGGRESSIVE) and three life-cycle stages (GROWTH, MATURE and DECLINE). To classify sample firm-years into life-cycle stages, this study uses the following four classification variables commonly used in prior research on life-cycle (Anthony and Ramesh [1992] , and Black [1998] ): age of the firm (AGE), percent sales growth (SG), capital expenditure divided by total value of the firm (CE), and annual dividend payout divided by net income (DP). AGE variables are obtained from Moody's Industrial Manuals and computed as the difference between the current year and the earliest year of incorporation for each firm-year. 16 Other financial variables are computed using data from COMPUSTAT as follows:
where SALES = net sales (#12), CEXP = capital expenditure (#128), VALUE = market value of equity (#24  #25), DIV = common stock dividends (#21), and IBED = income before extraordinary items and discontinued operations (#18). 17 These life-cycle classification variables are expected to signal differences in strategic emphases of firms in each of the life-cycle stages (Anthony and Ramesh [1992] , and Black [1998] ). 18 For example, younger firms are more likely to have new technology or products (Pashley and Philippatos [1990] ). Firms with high sales growth are typically in the early phase of firm development and have high growth opportunities. Firms in early life-cycle stages, on average, invest large amounts in plants and equipment. Low dividend payout is usually associated with early life-cycle stages because firms need cash to, among others, meet operating needs and pay for capital expenditures. In general, firms in early life-cycle stages, on average, exhibit higher sales growth, larger capital expenditures, and lower dividend payout ratios (Black [1998] ).
A mature stage firm is characterized by mature product markets and considerable competition (Anthony and Ramesh [1992] , and Black [1998] ). Sales growth stagnates and market share remains unchanged or declines due to market competition. High levels of liquidity accumulate from past investments while new investments are limited. Hence, firms at mature stage are likely paying high dividends. Also, firms at the mature stage usually have excess capacity, and any further investment in capacity is likely to result in reduced profitability. As a result, firms at the mature stage are less likely to incur large capital expenditure. At decline stage, demand for the firm's products dies away, sales drop off significantly, losses are likely to occur, and dividends cease (Anthony and Ramesh [1992] , and Black [1998] ). The firm may pursue divesture to improve liquidity and maintain dividends rather than invest in plant and equipment.
SAMPLE SELECTION
The sample firm-years are selected for the period 1982 through 1993 that satisfy the following sampling criteria 19 :
1. Sample firms should have the requisite accounting data and stock price data available from either COMPUSTAT PC Plus Active or Research data sets. 20 
2.
Firms with SIC codes from 6000 to 6999 are excluded from the sample because these firms are financial firms, which are subject to regulatory requirements that are likely to affect the relation between market values and accounting numbers (Ahmed et al. [2000] ). 3.
Firm-years with abnormal operating earnings or operating assets which fell within the 1 st and 99 th percentiles are excluded from sample to mitigate the effects of extreme values.
4.
Each sample firm-year can be classified into "CONSERVATIVE" and "AGGRESSIVE" strata by comparing the firm-specific average estimate of conservatism with the industry median estimate, which is calculated from the equation (1) using all the COPUSTAT firms having the same two-digit SIC code as the target firm. * If the sum of scores for AGE, SG, and CE is low (i.e., smaller than 7.5), and DP is at the lowest (second lowest) quintile, then one (two) is assigned as the DP score for decline stage firm-years.
Using multiple life-cycle stage descriptors (i.e., AGE, SG, CE, and DP), this study classifies sample firms meeting the above criteria into life cycle stages (GROWTH, MATURE, and DECLINE) as follows: 21 
1.
The four life-cycle stage descriptors (i.e., AGE, SG, CE, and DP) are calculated for each event year (i.e., relative-year 0) for each sample firm-year.
2.
Industry quintiles are calculated for each of the descriptors for each event year using all the COMPUSTAT firms having the same two-digit SIC code as the target firm.
3.
The four classification variable observations for each firm-year are assigned to each industry quintile of the same variable and they are given a score as shown in figure 2 . 22 In figure 2 , the composite score ranges from four to twenty. A low dividend payout could signal either high growth opportunities or liquidity problems. While a decline stage firm with liquidity problems would exhibit a low dividend payout, the firm is unlikely to be in the high quintile on the sales growth or capital expenditures variables. Therefore, if the sum of the scores for AGE, SG and CE is low (i.e., smaller than 7), and score for DP is five (four), then one (two) is assigned as DP score for decline stage firm-years. 4 .
Each sample firm-year is classified into life-cycle stages using the following procedure: (1) A firm-year is classified as a "GROWTH" stage observation if its composite score is between sixteen and twenty. (2) A firm-year is classified as a "MATURE" stage observation if its composite score is between nine and fifteen.
5.
A firm-year is classified as a "DECLINE" stage observation if its composite score is between four and eight.
23 Table 1 shows the sample selection criteria (Panel A), the sample frequency in each event year (Panel B), and in each accounting conservatism classification (Panel C) across the different life-cycle strata of sample firm-years. Table 2 reports the industry composition for the 713 firms that met data requirements. Not all industries have approximately equal member of firms included in the sample. Sample has a higher number of firms in the Retail Trade and Natural Gas Pipelines industries, and a lower number of firms in the Automotive, Diversified Companies, Construction industries. To control for industry effects, this study classifies sample firms into CONSERVATIVE and AGGRESSIVE strata, and GROWTH, MATURE and DECLINE strata by calculating the firm-specific average estimates of conservatism and life-cycle stage and comparing these with the industry medians. Firms are considered to be in the same industry if they have the same two-digit SIC code. 
DESCRIPTIVE STATISTICS
The variables used in the empirical models and their definitions are as follows: 24 1. p: Stock price at the end of three months following the firm's fiscal year-end.
2.
g: Unrecorded goodwill which is measured as stock price minus book value of equity (#60).
3.
oa: Operating assets which are measured as book value of equity minus cash and marketable securities (#1) and other investments and advances (#32), plus short term debt (#34), long term debt (#9), preferred stock (#130), and minority interest (#38).
4.
ox: Operating earnings which are measured as income before extraordinary items (#18) minus interest income (#62) plus interest expense (#15), preferred dividends (#19), and minority interest (#49). 25 This paper follows the variable definitions of Stober [1995] who views preferred stock and minority interest as debt, while treating deferred taxes and net pension assets as net operating assets. All variables used in the FO model are scaled by common shares outstanding (#25) to reduce possible size effects. Table 3 Table 3 reports the Pearson correlation coefficients between unrecorded goodwill, abnormal operating earnings, and operating assets. The unrecorded goodwill (G t ) and abnormal operating earnings (OX a t ) are significantly positively correlated at the significance level of 0.01. However, operating assets are not significantly associated with the unrecorded goodwill. There is a significant association between the abnormal operating earnings and operating assets. This association may introduce multicollinearity into the model estimation. This study examines the condition index, and fails to find any multicollinearity problems. Variables are defined as follows: g t = Unrecorded goodwill per share at the 3 months after the balance sheet date t. ox a t = Abnormal operating assets per share at the balance sheet date t. oa t = Operating assets per share at the balance sheet date t. Note: t-statistics are tested at the significance level of 0.05 using two-tailed tests.
EMPIRICAL RESULTS
To test the first hypothesis (H1), the sample that met the data requirements (694 firms) is divided into GROWTH, MATURE, and DECLINE strata by comparing each life-cycle indicator with the industry quintiles of the indicator in the same year. Equation (4) is tested to examine whether the value-relevance of abnormal operating earnings and operating assets differ across life-cycle stages. The test results are shown in Table 4 and figure 3 . Figure  3 shows that the changes of the persistence and the conservatism coefficients of GROWTH firms are higher than those of MATURE firms and those of DECLINE firms. The market confers higher multiples to GROWTH firms' abnormal earnings and net operating assets than to firms at other life-cycle stages. Table 4 shows that the marginal effects of MATURE stratum are significantly negative ( 1 = -4.994 and  2 = -.249), and those of DECLINE stratum are negatively associated ( 1 = -1.781 and  2 = -.237). However, the effect on abnormal operating earnings for DECLINE firms,  1 , is not significant, indicating that the value-relevance of abnormal operating earnings and operating assets differs for firms at different life-cycle stages. These findings suggest that investors form beliefs about the effectiveness of business activities based on the firm's life-cycle stage and value the expected future abnormal operating earnings to be produced from business activities accordingly. The results also coincide with the FO model's valuation framework in that expected growth affects the firm value.
Figure 3: The Effect of Corporate Life-Cycle on Valuation Multiples
To examine the joint effects of conservatism and life-cycle stage on market reactions to valuation multiples, firms at each life-cycle stage sample are divided into "CONSERVATIVE" and "AGGRESSIVE" strata based on the relative positions by calculating the firm-specific average estimates of conservatism using Linear Information Model, equation (1) , to the industry medians of all the firms that have the same two-digit SIC code. Equation (5) is tested across life-cycle stages to examine whether accounting conservatism affects the association between the life-cycle stage and firm valuation. The test results are shown in Table 5 and Figure 4 . Figure 4 shows that the choice of accounting measurement rules affect firm values differently at different life-cycle stages. For firms at growth stage the persistence and conservatism coefficients of CONSERVATIVE firms are higher than those of AGGRESSIVE firms. For MATURE firms, the choice of accounting measurement rules is not likely to affect the value-relevance of abnormal earnings and net operating assets. The differences between the persistence and conservatism coefficients of CONSERVATIVE firms and those of AGGRESSIVE firms are smaller than those of firms at other life-cycle stages. However, at decline stage the persistence and conservatism coefficients of CONSERVATIVE firms are lower than those of AGGRESSIVE firms.
The results in Table 5 show that the marginal effects of less conservative accounting policies on both abnormal operating earnings and operating assets are significantly negative (i.e.,  1g = -3.453 and  2g = -.304),
indicating that investors price the GROWTH firms using conservative accounting practices higher than those using less conservative practices. The result suggests that investors bestow higher multiples on abnormal operating earnings and/or operating assets to firms perceived as conservative than the amounts they grant to aggressive firms. 27 The results of the effects of accounting conservatism for MATURE firms show that the marginal effects of aggressive accounting policies on operating assets is significantly negative (i.e.,  2m = -.136), indicating that the market prices higher the operating assets for conservative firms as expected. However, the marginal effect of accounting conservatism on abnormal operating earnings is not significant, indicating that investors do not price the effects of accounting conservatism on the wealth-creating factor as represented by abnormal operating earnings if they believe that the firm is at the mature stage. A firm at a mature stage is not likely to make many new investments and, as a result, the hidden reserve accumulated from accounting conservatism is likely to remain unchanged and not value-relevant for the future abnormal operating earnings. On the other hand, the results of the effect of accounting conservatism for DECLINE firms show that the marginal effects of less conservative accounting policies on both abnormal earnings and operating assets are significantly positive, which indicates that abnormal operating earnings and operating assets of DECLINE firms using conservative accounting policies are not value-relevant, and that investors price the DECLINE firms using less conservative accounting practices higher than those using conservative practices. Variables are defined as follows: g t = Unrecorded goodwill per share at the 3 months after the balance sheet date t. ox a t = Abnormal operating earnings per share at the balance sheet date t. oa t = Operating assets per share at the balance sheet date t. D k = Dummy variable which is 1 for the aggressive firm-years and 0 otherwise. Note: t-statistics are tested at the significance level of 0.05 using two-tailed tests. 
SUMMARY AND CONCLUSION
Because prior studies on life-cycle have not considered the role of accounting procedure choice in firm valuation, the findings of those studies are not generalizable to firms following different accounting procedures. Using accounting valuation model proposed by Feltham and Ohlson [1995] , this paper examines firm valuation attributable to (1) the effects of life-cycle stages and (2) the join effects of accounting conservatism and life-cycle stages. The results show that accounting conservatism affects the relationship between life-cycle stage and firm valuation. This chapter discusses the implications of those results.
The empirical evidences reject all the null hypotheses. This study finds that the market evaluates accounting information differently for firms at different life-cycle stages and accounting conservatism affects the relationship between life-cycle stage and firm valuation. Investors price higher (lower) for the GROWTH (DECLINE) firms using conservative accounting practices than firms using less conservative practices. For GROWTH firms, although conservative accounting practices reduce current earnings, the increased hidden reserves resulting from conservatism enable the accounting information to be informative. The result shows that investors bestow high multiple to decreasing earnings. For MATURE firms, accounting conservatism is not likely to affect investors' firm valuation in terms of abnormal operating earnings. On the other hand, DECLINE firms following conservative accounting that increase current earnings would make them poor indicators of future earnings. The evidence shows that the market assigns low weight to those temporarily increasing earnings.
Prior research on life-cycle stage (Anthony and Ramesh [1992] and Black [1998] ) offers no directional relation between accounting information and life-cycle stage. Using FO model, this study provides directional hypotheses about the effect of life-cycle stage on value-relevance of accounting information. The results show that value-relevance of accounting information changes at different life-cycle stages and it is consistent with the results of Skinner [1993] . He finds that a firm's investments opportunity set relates to accounting procedure choices, even after controlling for managers' compensation schemes that are presumed to affect managers' choices of particular accounting procedures. In summary, this study contributes to the accounting valuation literature by providing evidence on the differential value-relevance of accounting information for firms using different accounting measurement rules at different life-cycle stages.
This study provides evidences that researches on accounting conservatism or life-cycle stage should take into consideration the different effects of accounting conservatism at different life-cycle stages. As an example, it is expected that the effect of conservative accounting choices on firm value will not be great in a study consisting mostly of firms at decline stage. In contrast, the result might be different if the sample firms are mostly at the growth stage. One of the motivations for this paper was to provide evidence concerning the extent to which the FO model is consistent with the data used in this paper by considering all the primary inputs (abnormal earnings, operating assets, and other information) to the FO model. This empirical test of the FO valuation model can provide evidence on its validity, which has been assumed in prior studies using FO model, and illustrate properties of it which would be valuable for future research. 4 The first assumption is consistent with the observation that many firms use accounting measures such as return on investment (ROI) for performance evaluation and resource allocation (Anthony and Ramesh [1992] ). 5 Basically, this paper assumes that the market is efficient with respect to publicly available information. 6 The following are among the examples of conservative accounting practices: (1) providing conservative LIFO accounting for inventories relative to FIFO, (2) expensing research and development (R&D) expenditures rather than capitalizing and amortizing them, (3) accelerating depreciation methods and/or using short estimated asset lives, and (4) maintaining policies that consistently estimate high allowances for doubtful accounts, sales returns or warranty liabilities. 7 The literature on manipulation of accounting principles or accounting estimates to manage reported earnings is extensive. However, in this paper, given an accounting policy applied consistently over time, earnings are assumed to be affected by change in investments. By calculating the average comprehensive conservatism index over four years (i.e., from -1 to -4 prior to event year), this paper minimizes the effects of those temporary conservative practices.
